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Opinion

NEW YORK, Jul 9, 2001 -- Moody's has assigned an Aa3 rating to the City and County of Honolulu's
Wastewater System, Senior Series 2001 and has affirmed the A1 rating on the system's junior lien revenue
bonds. The ratings are based on favorable coverage of debt service requirements provided by existing
revenues, the projection of aggressive, but manageable rate increases to meet targeted coverage levels,
and the favorable economic base served by the wastewater enterprise. Also noted in the rating assignments
are the system's capital plans which will require significant additional borrowings. The stable rating outlook
is based on Moody's expectation that, despite the presence of significant future borrowing plans, the
wastewater system will maintain the conservative financial and debt policies stipulated by city council
resolution.

EXISTING SYSTEM HEVENUES PROVIDE FAVORABLE DEBT SERVICE COVERAGE

The wastewater system's revenue bonds are secured by a pledge of net system revenues. Existing system
revenues provide favorable coverage of revenue bond debt service requirements with net pledged revenues
for fiscal years 1999 and 2000 providing 3.9 and 4.8 times coverage of peak debt service on the senior lien
bonds, respectively. Coverage of the combined maximum debt service requirements for the senior lien and
junior lien bonds equaled 1.6 times for 2000. The long-term projections provided by management illustrate
that coverage levels will comply with the system's adopted policy at a satisfactory 1.6 times on senior lien
bonds and 1.25 times on combined senior and junior lien bonds over the next ten years.

The system provides wastewater services for approximately 70% of the island of Oahu's population. The
customer base is diversified with residential users representing more than 77% of the system's revenues
while the ten largest customers account for less than 3% of the flow. The system operates eight wastewater
treatment plants serving an area of approximately 500 square miles. The system currently provides
secondary treatment for approximately 30% of the waste-water flow while the remainder is treated only to
the primary level in accordance with EPA waivers, resulting in regulatory compliance issues as discussed
below.

While sewer service rates are relatively high, at approximately $400 annually for typical residential
customers, it is noteworthy that combined water and sewer rates are more comparable to the bills of urban
systems on the mainland. Future rate increases appear aggressive though manageable at 11% in 2003,
peaking at 13% in each of 2004 and 2005, then declining from 11% in 2006 to 6.5% in 2010. Moody's notes,
however, that these increases are nearly twice the magnitude of estimates presented in 1998, due primarily
to overall growth in the capital improvement plan and acceleration of certain large projects. Moody's believes



that a key rating factor going forward will be the city's ability to implement regular rate increases sufficient to
maintain projected coverage levels, without significant delay in implementation or substantive changes in the
magnitude of the planned increases.

SUBSTANTIAL CAPITAL IMPROVEMENT PLANS TO ADDRESS REGULATORY CONCERNS

Since 1991, the Environmental Protection Agency, the State of Hawaii, and several environmental groups
have filed various legal and regulatory actions against the City and County of Honolulu alleging violations of
the federal Clean Water Act and several of the permits held by the wastewater department. Honolulu has
entered into four consent decrees, in connection with the settiement of these actions, which establish a
required compliance schedule for project implementation. The consent decrees require Honolulu, among
other things, to rehabilitate and expand certain existing facilities and to construct new facilities. In addition to
actions taken to date, the wastewater department has developed capital improvement plans covering

periods of five, ten and twenty years, in part, to comply with the existing consent decrees. The system's
capital improvement plan identifies approximately $1.6 billion in projects through 2010 and roughly $2.4
billion through 2017. Beyond addressing the consent decrees, the long-range capital program will also
address safety and public health, permit compliance, system expansion and reliability issues. Capital
expenditures over the next five-year period are estimated to total $766 million, the majority of which is
expected to be funded from the proceeds of additional senior lien bonds.

As with other wastewater treatment systems, the City and County of Honolulu faces evolving state and
federal regulations on treatment and discharge standards. The potential for stricter standards in the future
adds a measure of uncertainty to the system's future capital needs and additional borrowing plans beyond
those currently contemplated by management. However, Moody's believes that the phased aspects of the
system's twenty-year capital improvement program will provide management with a fair degree of flexibility to
address potential future changes in regulatory requirements.

FAIRLY STANDARD LEGAL PROVISIONS BOLSTERED BY ADOPTION OF FORMAL FINANCIAL
POLICIES BY GOVERNING BOARD

Legal provisions include covenants to maintain a Debt Service Reserve Fund, equal to maximum annual
debt service requirements, on both liens of bonds and stipulate the maintenance of rates and charges
sufficient to generate net revenues at least equal to 1.20 times the amount needed to pay debt service on
the senior lien bonds and 1.10 times on combined senior and junior lien debt service. A similar covenant is
provided for the issuance of additional parity bonds under both liens although officials report that most future
borrowing is expected to be issued through the senior lien. The reimbursable general obligation bonds, as
well as the debt service on the system's state revolving fund loans, are secured by a lien on net system
ravenues which is subordinate to the lien created by the junior lien bonds.

Legal provisions are significantly boistered by the formal adoption of conservative debt and financial
operating policies by the city council which require compliance with annual targets of 1.6 times coverage on
the senior lien bonds and 1.25 times on all bonds. In addition, the city council resolution incorporates a
favorable three month operating and maintenance reserve fund policy which will serve to insulate the system
from unexpected events. Moody's expects that the system wili comply with these more stringent operating
policies as opposed to the levels stipulated by the legal covenants of the bond documents.

Qutlook

The stable rating outlook is based on Moody's expectation that, despite the presence of significant future
borrowing plans, the wastewater system will maintain the conservative financial and debt policies stipulated
by city council resolution. Furthermore, Moody's expects that future debt issuance will be managed prudently
to ensure the continuation of debt measures which are comparable with other highly-rated enterprise
systems.

KEY STATISTICS
Service area population, 2000: 876,156

Operating ratio, 2000: 51.1%



Senior lien debt service coverage, 2000: 22.9x

Combined senior and junior lien debt service coverage, 2000: 4.2x
Peak senior lien debt service coverage by FY 2000 net revenues. 4.8x
Debt ratio, 2000: 44.1%
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